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'Ihe mjor issue facing the C a n n i t t e e  in its review of the ranges 

for 1986 is, of ccurse, the target for, a d  treatment of, M l ,  with credit 

c y a - i t h  also presenting sane questions. Mz a d  M3 are w e l l  within their 

ranges, a d  s e a  likely to rerain there wer the balance of the year. W i t h  

reaperr to M l ,  h i t t ing the 8 percent upper e d  of the current range would 

require grmth at  only arQund a one percent annual rate fran June to Decem 

ber. w h i l e  a spontaneous deceleration of this aggregate cannot be totally 

ruled mt, it seem mwt likely that a slming of this magnitude could only 

be a&eved through a substant ia l  tightening of reserve availability and 

rise in interest rates. Sucfi a policy course would appear to be i n m i s t ­

ent w i t h  a &rate strengthening of econanic activity i n  the second half 

of the year and in to  1987 and perhaps with the broader aggregates remining 

above the laver bounds of their ranges as w e l l .  

Absent such a tightening, another substantial decline in  velocity 

for 1986 appears in train--king the third year in the last five that M l  

has outrun GVP by a sizable amount. Moreover, the staff forecast for 1987 

inmlves a nu& nure &eat pick-up i n  GNP than might have been pre­

dicted tased on past lagcjed relationships between Ml and spnaing, exterd­

ing the period i n  vhich Ml, taken by i t s e l f ,  has been a p r  indicator of 

future W .  A major reason for the deterioration of the Ml-GNp relation-

ship is the changing nature of this aggregate, resulting fran d e w i t  de-

regulation and the spread of cash management techniques. For one thitag, 

these pcesses have left us with a qeat deal of uncertainty abut the 

relationship of this aggregate to other e m d c  variables, as  evidenced by 

the failure of nrst mey h n d  quat iom to explain a subtan t ia l  portion 

of secord-quarter growth. It does seen clear, however, that M l  has beccme 
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mre sensitive to changes i n  interest rates, not only in its CCDccnp-ent 

as deregulation has proceeded, but i n  dermxl depi t s  as w e l l .  This latter 

develqnmt may reflect the shifting of household balances into OCD and the 

spr& of cash rranagement to smaller h~sinesses. "hese businesses have been 

able to reduce excess cash balances, which likely were not very responsive 

to rate rrovemats, an3 they are protably purchasing cash management services 

disproprtiomtely &cnn regional lanks, which tend to m a s i z e  payment via 

interest-sensitive canpensating balance arratqemnts. 

Ahighly interest-sensitive agqregate is a notoriously pmr guide 

for mnetary policy. The question of whether rapid growth i n  such an agqre­

gate following a d r r q  in rates w i l l  give rise to rapid incane qmth can 

not be amwered w i t h u t  reference to the level of interest rates themselves 

and a judgn-ent about their likely hplications for the ewnany. The s t a f f ' s  

W forecast suggests that the current level of rates w i l l  support a mderate 

pick-up in  econanic ammion .  In that context the current decline i n  

velocity can be viewed as represent- relatively permanent additions to 

cash balances as interest rates have adjustd bmward to levels mre con­

sistent w i t h  lmer inflation and sustainable growth. The mre d e s t  rate 

of M2 qowth also provides scans canfort in this regard, by suggesting that 

the grcwth in M l  represents mre a sh i f t  i n  the locus of s a v i n g s 4 b e i t  i n  

a mre liquid and imnediately spendable directicm--than an overall build-up 

i n  the public's mnetary assets that is likely to erd up stirmJlating sped­

ing excessively. 

The acmnittee has several cptions for dealing with M1 i n  this 

si twtion.  h e  wculd he shply to forego setting a new range for this agqre­

gate, annamcing that it would he expected to exceed the current range, but 
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by an unlmmm m u n t .  A new range consistent with CQrmittee objectives for 

the brcader aggregates and the econany m l d  be difficult  to establish 

under circlnrstances of consiarable uncertainty about the relationship of 

M1 to in- ard interest rates, a d  abmt the likely level of interest 

rates, which w i l l  inpr tan t ly  influence the course of M1. Weer,  drcpping 

the raqe altogether might be interpreted as -lying a caoplete lack of 

concern about the gmwth of an aggregate that has pwided a key reference 

point for mnetary pl icy wer the years-e that still  might sed iqnrtant 

signals to the Federal Reserve and the public under certain ckcmtances. 

One possibility m l d  be to retain the 3-to-8 percent range as a bendurark 

for the future, but without irmediate siqificance in  the current bplemnt­

ation of plicy. It would signal within a very broad area the general 

range for ML qcwth the CamLittee expects will te needed in attaining price 

s tabi l i ty  over t--under ccnaitions in  which interest rates should be 

fluctuating over a m a e r  r a q  and an un+rlying trend i n  velocity can 

re-assert itself. 

Alternatively the Ccmnittee ccxlld establish a new range for M l  

that was expected to he c q t i b l e  w i t h  the Qrmittee's objectives for 

e c o d c  performance a d  its targets for the other agqegates. As sug­

gested in the bluekok, the 11prcent upper l i m i t  of alternative I1 cculd 

w e l l  be -istent w i t h  sane pickup i n  GNP a t  current, or slightly lower 

interest rates. mvever, s k u l d  interest rates need to decline su ts tan t i ­

a l ly  m r  to sustain CNp, Ml grad31might not slcnu m&, i f  a t  all ,  from 

the f i r s t  half, a d  could run arourd 12 percent for the year. Spreads of 

market rates relative to those on N W  accounts already are extremely narrai, 

anl with offering rates on these accounts apparently reacting sluggishly to 
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declines i n  nnrket rates, inflow to Ml m i @ t  remain quite sizable, a t  

least for a the,  under these circumstances. 

Shauld the Canittee Wish to establish a new Ml range, tkm relat­

ed questions would need to be addressed. Cne wculd te the weight to give 

qmth of this agqegate relative to its range i n  policy inplementation. 

It cculd be designated "mnitoring" range, similar to the status nod accord­

ed the dett aggregate. Su& a d e s i w t i o n  would seem to h p l y  that the Cm­

mittee would ke tracking develqmnts in this  aggregate, but under most 

cir-tances wuld be unlikely to react to growth outside the new ranges. 

Another issue is whether to rebase to the second quarter. CertainLy, a 

strong case can be made for "forgiving" the qrcwth of the f i r s t  half of the 

year. But, even i f  interest rates do not decline further, the period of 

atnormal ML grad21 a d  declines i n  its velocity is probably not behind us. 

Ihe staff expects rapid rmney grmth i n  the third quarter on a quarterly 

average tasis--amunting to 11-1/2 percent under alternative ~ d n gto 

the continuing effects of the recent decline i n  interest rates, a s  well as 

to the arithmetic effect on the third-qwrter average of the rapid mney 

qmth late in the second quarter. As a r e s u l t ,  even with rebasing, the 

Ccmnittee may find it has to raise the numerical range: for example, the 11 

percent upper e d  of the alternative I1 range is consistent with qcwth of 

over 9 percent for the secod half. 

The grmth of nonfinancial debt also is w e l l  abclve its range--

W g h  not quite to the extent of Ml-and the staff projects that it w i l l  

ramin so for the year. Borrowing has s l w  this year, but  not sufficiently 

to offset the effects of the surge i n  December on measured from the 

fourthquarter average. Underlying demands for crdit  apparently rgMin 

very strong a d  debt-tc-inccm ratios continue to rise. The Cannittee 



-5-


could raise the range to encapass expected q&--an upper erd of 12 

percent might be karely sufficient-+r, as  it has when facing this problem 

several times in the last fRnr years, the C a m i t t e e  could leave the range 

uncharged but indicate that it expected gravth to run a t  or over the upper 

end. In following t h i s  latter appOad.1 i n  the past, the Ccmnittee has 

suggested that recent grad31 i n  debt is not considered consistent with 

gxlncmic and financial s tabi l i ty  over time. 

Turning to the tentative ranges for 1987, the question is whether 

and to what extent the Ccmnittee wishes to reduce the ranges relative to 

1986. lhe bluebcok presents two alternatives. Bath alternatives retain 

the 3 to 8 prcent range for M l ,  vhich wculd represent a sutstantial deceler­

ation fran grcuvth expected this year. "he level an3 treatment of the 1987 

ranges for this aggregate m i & t  depand i n  wrt on the Cannittee's decision 

with respect to M l  for 1986. If  the Ccmnittee hose to raise the 1986 

range, then a higher range for 1987 ni&t alm ke considered. Ebr ewmple, 

should the CCmnittee dmse a range of 5 to 10 or  6 to 11percent for 1986, 

then a 4 to 9 percent range for 1987 would still convey the general intent 

to slm M l  qad3I fran 1986. ?he 3 to 8 percent range does enccnpss the 

s ta f f ' s  best estirrate of Ml q o w t h  of around 7 percent for 1987, but a 

4 to 9 percent range would mre cunfortably a l l m  for the dmxe of scme 

further decline i n  velocity. 

For the brcader agyegates atrl credit, alternative I would carry 

over the 1986 ranges, w h i l e  alternative I1 would reduce the ranges by one-

half pint. Cne wouldn't want to make too mu& of the differences i n  these 

alternatives--both are considered consistent w i t h  stronger econanic qowth 

accanpanied by only a stp pick-up in inflation in  1987 as  in the greenbook 
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GNP forecast--but the choice between the alternatives can be seen as related 

to a weighing of the risks to sucfi an cutcane, or even whether the outcane 

i t se l f  seem adequate. 

Maintenance of the current ranges would seen nure consistent with 

concern about the strength of the expansion. I t  warld allaw for faster 

growth of naninal incane, pehaps permitt iq greater expansion of real 

activity i n  the face of sane pick-up in inflation. If a weak -any were 

mirrored i n  slack demards for the broader aggregates, then the ranges of 

alternative I would tend to sicpal the need for ease mre quickly than the 

laver ranges of alternative 11. Alternative I also a l l a m  mre scope for 

faster m e y  qmth shculd interest rates need to declinead velocities 

with --to maintain incane in the face of weak demrds. 

Alternative I1 wculd be mre consistent w i t h  greater -is on 

the potential for mre rapid inflation. Su& concerns might intensify 

should the dDllar  decline sharply further, or the ec~lcmybegin to acceler­

ate mre substantially, eating into unused margins of labor and capital, 

and threatening wage and price pressures--if nct i n  1987, then bsyond. 

Alternative I1 inplies a bit mre restraint on in- gr& under sucfi 

circmtances, reducing the l ikel ib03 of price pressures getting built 

into an inflationary spiral. It would underline the Federal Reserve's 

oftenatate3 belief that scm slawing i n  mney growth over time was needed 

to attain an3 sustain reasonable price stability. 


